The recent Altera case in the US Tax Court (on appeal to the Ninth Circuit) raises interesting issues in regard to the much-debated topic of whether customary international tax law (CITL) exists. Altera involved the question whether the cost of employee stock options should be included in the pool of costs that must be shared under a cost sharing agreement. In Xilinx, the Ninth Circuit held under a previous version of the regulations that these costs should not be included because unrelated parties operating at arm's length would not have agreed to include them. Treasury then amended the regulation to state specifically that "all" costs includes the cost of stock options but did not carve out an exception from the arm's length standard. In Altera, the Tax Court sitting en banc invalidated the new regulation on the ground that it was inconsistent with the arm's length standard (ALS).
In Xilinx v. Commissioner (125 TC 37 (2005) , aff'd, 598 F.3d 1191 (9 th Cir. 2010)), the Tax Court held that the cost of employee stock options cannot be included in the pool of costs shared under a cost sharing agreement because unrelated parties would not have agreed to share theses costs and the ALS takes precedence over the cost sharing regulations. A panel of the Ninth Circuit initially reversed, arguing that the more specific cost sharing regulations should override the ALS, and that the omission of stock option costs would undermine Congressional intent to ensure that all costs are included under the "commensurate with income" standard of IRC section 482.
1 A storm of criticism over the court violating the ALS ensued, and the same Ninth Circuit panel vacated its previous ruling and affirmed the Tax Court.
Treasury then amended the cost sharing regulations (Treas. Reg. 1.482-7(d)(2)) to require specifically that the cost of options be included, relying on the commensurate with income standard.
2 However, Treasury did not carve out an exception to the ALS; instead, it stated that such a result "is consistent with the arm's length standard. (Aug. 26, 2003) ("Treasury and the IRS continue to believe that requiring stock-based compensation to be taken into account for purposes of QCSAs is consistent with the legislative intent underlying section 482 and with the arm's length standard (and therefore with the obligations of the United States under its income tax treaties and with the OECD transfer pricing guidelines). The legislative history of the Tax Reform Act of 1986 expressed Congress's intent to respect cost sharing arrangements as consistent with the commensurate with income standard, and therefore consistent with the arm's length standard, if and to the extent that the participants' shares of income "reasonably reflect the actual economic activity undertaken by each." See H.R. Conf. Rep. No. 99-481, at II-638 (1986) . The regulations relating to QCSAs implement that legislative intent by using costs incurred by each controlled participant with respect to the intangible development as a proxy for actual economic activity undertaken by each, and by requiring each controlled participant to share these costs in proportion to its anticipated economic benefit from intangibles developed pursuant to the arrangement. In order for the costs incurred by a participant to reasonably reflect its actual economic activity, the costs must be determined on a comprehensive basis. The issue is on appeal to the Ninth Circuit, and I have joined an amicus brief arguing that Treasury was entitled to rely on the commensurate with income standard: In the absence of true comparables it is impossible to prove that the result is inconsistent with the ALS, and the legislative history of the commensurate with income standard shows that Congress mandated the inclusion of all costs regardless of what unrelated parties would have done.
5
The purpose of this article is to raise the broader question of the implications of the Treasury's behavior for the question whether CITL exists.
Does CITL Exist?
Customary international law is accepted by the US as a binding part of international law. 6 In order for customary international law to exist, three elements must be fulfilled: (a) the widespread repetition by States of similar international acts over time (State practice); (b) the requirement that the acts must occur out of a sense of obligation (opinio juris); 7 and (c) intent, the QCSA must reflect all relevant costs, including such critical elements of cost as the cost of compensating employees for providing services related to the development of the intangibles pursuant to the QCSA. Treasury and the IRS do not believe that there is any basis for distinguishing between stock-based compensation and other forms of compensation in this context.") (emphasis added). 4 Treas. Reg. § 1.482-1(b)(1) (2015) ("In determining the true taxable income of a controlled taxpayer, the standard to be applied in every case is that of a taxpayer dealing at arm's length with an uncontrolled taxpayer. A controlled transaction meets the arm's length standard if the results of the transaction are consistent with the results that would have been realized if uncontrolled taxpayers had engaged in the same transaction under the same circumstances (arm's length result). However, because identical transactions can rarely be located, whether a transaction produces an arm's length result generally will be determined by reference to the results of comparable transactions under comparable circumstances. See § 1.482-1(d)(2) (Standard of comparability).") (emphasis added). In the case of tax law, the first and third elements are relatively easy to prove. There are over 3,000 bilateral tax treaties covering almost every nation on earth, and they all follow similar models (the OECD, UN, and US model treaties). As Ash and Marian have shown recently, about 80% of the words of each tax treaty are identical. 9 Moreover, of all the articles in the treaty, Article 9 (Associated Enterprises), which mandates the ALS, shows the greatest level of identity across treaties.
10
The harder part is to prove opinio juris, i.e., do states follow the treaties even when they are not legally bound to do so (e.g., in a non-treaty case)? I have previously argued that the behavior of the US in certain cases indicates that it believed itself bound by certain international tax norms even when not legally bound by treaty or otherwise.
11 For example, the invention of the deemed dividend concept for Foreign Personal Holding Companies in 1937 suggests that the US felt itself bound not to tax a foreign corporation on foreign source income even when the corporation is 100% controlled by US residents. The invention of the concept of "tax exempt related party" in the earnings stripping context (IRC section 163(j), 1989) indicates that the US felt itself bound by an obligation to not violate the principle of non-discrimination embodied in Article 24 of the treaties, even though it could have overridden the treaties. And the insistence in the 1988 white paper that profit split, even though it does not rely on comparables for allocating residuals, is an "arm's length return method" suggests the US felt itself bound by the ALS. 12 Altera provides an interesting case study that further shows that at least in the US the ALS is considered binding even in a non-treaty situation, i.e., that it is part of CITL. 3. Altera, CITL, and the ALS Altera involved a cost sharing agreement between Altera, Inc. and its Cayman Islands subsidiary, and the US does not have a tax treaty with the Cayman Islands. Xilinx, on the other hand, involved a cost sharing agreement with Xilinx's subsidiary in Ireland, so that the US-Ireland tax treaty applied. Thus, when confronted with Xilinx, Treasury could have distinguished it as a treaty case and amended the 1.482-7 cost sharing regulation any way it wanted for non-treaty cases. 14 Specifically, Treasury could have relied on the legislative history of the commensurate with income standard of IRC 482. Congress stated for a costsharing agreement to satisfy the commensurate with income requirement, "the income allocated among the parties" should "reasonably reflect the actual economic activity undertaken by each," meaning that "the cost-sharer would be expected to bear its portion of all research and development costs." H.R. Rep. No. 99-841, at II-638 (1986) (Conf. Rep., emphasis added).
Moreover, Congress also stated that this result should govern regardless of what unrelated parties would have done at arm's length, stating that Treasury would not be required to focus on "industry norms or other unrelated party transactions" if they would not exist in a particular context (like "related party intangibles transfers"). H.R. Rep. No. 99-426, at 425 (1985) . Congress explained that such transactions rarely if ever occur between unrelated parties:
A fundamental problem is the fact that the relationship between related parties is different from that of unrelated parties.... The problems are particularly acute in the case of transfers of high-profit potential intangibles.... Industry norms for transfers to unrelated parties of less profitable intangibles frequently are not realistic comparables in these cases. Transfers between related parties do not involve the same risks as transfers to unrelated parties. 15 Thus, Treasury could have just stated that the inclusion of the cost of stock options in the cost sharing pool between related parties is an exception to the ALS because there are no realistic comparables and precisely because unrelated parties would not have agreed to share of cost of stock options since the value of the options depends on the performance of an entity that by definition they do not control (i.e., an unrelated party). The Xilinx commissioner-and-the-future-of-transfer-pricing.aspx ("The two regulations are certainly irreconcilable. Given that, one does wonder why the government did not meet that conflict between the two regulations head on and state that the "all cost" regulation is a divergence from the general arm's length standard, but that Treasury is authorized to take that action. That position may not have carried the day, but it would have been far more difficult for the panel to hold that Treasury is not authorized to make small in-roads on the arm's length principle than to try to convince the court that an obvious conflict really did not exist."). 15 H.R. REP. NO. 99-426, at 424-25 (1986) . CITE: Reuven S. Avi-Yonah, Altera, the Arm's Length Standard, and Customary International Tax Law, 38 MJILOPINIOJURIS 1 (2017).
6 outcome, after all, warned the Treasury not to address the ALS risks--precisely the result reached by the Tax Court in Altera.
Instead, Treasury in a non-treaty context, in which it was not bound by the ALS (which is for domestic law purposes only a regulatory requirement, since it is not in IRC 482), chose to stick with the ALS and risk the consequences. Altera shows that it was (arguably) wrong to do so. But the strong implication is that Treasury believes itself bound by the ALS even when there is no formal legal requirement to be so bound (i.e., where there is no treaty), and that is the essence of opinio juris. 16 Thus, I believe Treasury's behavior indicates that it believes the ALS is part of CITL, and hence that CITL exists. This, of course, is a very controversial conclusion, since many commentators doubt the existence of an international tax regime, and a fortiori of CITL. If CITL exists, and if the ALS is part of it, then, absent a specific contrary statutory provision, it binds the US as a matter of US law. 18 Most importantly, unlike tax treaties, which in the US do not apply to the states, CITL would apply to state laws. 19 And in that case, perhaps the US Supreme Court was wrong in its conclusion in Barclays that
